


“In no other step of the government’s procurement process is the potential for saving
millions of dollars more obvious than in the fast-pay discount offered by most vendors. We often
wonder why more agencies don’t use this opportunity to save taxpayer dollars.”

 – Testimony of Joseph Schaedel, National Federation of Independent Businesses, before the
U.S. Senate Committee on Government Affairs, June 1987.



INTRODUCTION

Last fall, with little prior notification, the California Department of General Services (DGS)
suddenly changed a decades-old policy designed to ensure that the state pays its bills on time. While
the change in purchasing policy appears slight at first glance, its effect on the state’s taxpayers and
vendors is potentially enormous.

Considering the fact that the state spends roughly $3.5 billion a year on goods and services,
the fiscal impact of this policy change could easily exceed $125 million.

In fact, once auto dealers complained that taxpayers could be forced to spend millions extra
on vehicle purchases, General Services began quietly backing away from its decision and exempted
vehicle purchases from its new policy. However, as of the date of this report, it is still in effect for
nearly every other kind of purchase the state makes.

An investigation by the Joint Legislative Staff Task Force on Government Oversight has
found:

q The purchasing change -- which eliminates prompt payment discounts from consideration in
determining low bidders -- was made with little or no study, analysis or investigation. From the
available records, it appears to have been done at the whim of a mid-level DGS official without
any consultation with either vendors or state agencies. Once vendors began objecting, they were
told that the policy was changed because the Department of Corrections was unable to pay its
bills on time.

 
q The change will likely result in vendors having to wait even longer than they currently do to

obtain payment from the state for goods and services, since there is no longer a built-in
requirement for agencies to get the checks out promptly. Some state agency officials have also
objected, arguing that the old policy was saving the state considerable money.

 
q Since the change effectively eliminates any financial penalty to the state if vendors don’t get their

money quickly, it is likely some vendors will raise their prices to make up for the additional costs
incurred while waiting for payment. Two vendors interviewed by the Task Force said they
intended to raise their prices as a result of the policy change.

 
q The suddenness of the change caused mass confusion among state agencies, purchasing agents

and vendors, leading to several bid protests. In at least one case, it caused a longtime vendor to
lose a state contract worth approximately $750,000.



WHAT IS A PROMPT PAYMENT DISCOUNT?

A prompt payment discount is one of the few things in government that is truly a win-win
situation. Simply put, it is a price-reduction companies offer to agencies that pay their bills quickly.
It has long been a common practice in the private sector and for at least 20 years was standard
purchasing policy in the state of California.

In concept, it works like this: Suppose the Department of Motor Vehicles contracts to buy
1,000 garbage cans from the XYZ Manufacturing Company for $25 each. Once the cans are
delivered, XYZ sends an invoice for $25,000. However, if the bill is paid within 20 days, the
Department is allowed to cut 5% off the invoice price (a discount commonly known as a “five-in-
twenty.”) If DMV pays the bill before 20 days elapse, it would send the vendor a check for $23,750.
Thus, the taxpayers save $1,250 and XYZ gets its money quickly, reducing its cost of doing
business.

There is no set formula for figuring discounts. Both the percentage and the term can and do
vary from vendor to vendor, and from commodity to commodity. For example, discounts on
vehicles are for a fixed-dollar amount, normally $500 per car, instead of a percentage of the total
contract.

Until recently, when a business was bidding on a state contract, any prompt payment
discount it offered was figured into the final calculations of the company's bid. Therefore, if the bid
was accepted, the final price included the discount, under the assumption that the agency would pay
the vendor in time to get the price break. Otherwise, the discount would be lost and the agency
would be forced to pay a higher price for the product.

This arrangement, according to agency officials and vendors, gave an agency and its financial
staff a compelling reason to make sure its invoices were paid on time -- it would have to expend
additional funds if it did not -- and it appears that the policy was largely accomplishing its goal.

“I am not aware of any significant problems with earning the prompt payment discounts,”
Department of Transportation official Martin Stevenson wrote DGS in November 1997 after
learning of the policy change. Stevenson pointed out that “our warehouse aggressively earned over
$250,000 in discounts on a changeable message sign purchase order whose terms were 5% for
payment in only three days” and he wondered why DGS was eliminating something that was saving
such considerable sums.

“Is this a new overall policy? If it is a new policy, has there been some study or audit which
prompted the change? Was there some change in legislation or new regulations that were
promulgated?”

Tom Lee, DGS manager of Commodity Procurement, responded that “there is a lot of
research and discussion over this policy change.”



But a review of DGS records shows that, while there may have been a lot of discussion,
there was precious little research -- and all of it was done long after the decision was made to
eliminate the discounts.

OUT OF THE BLUE

According to documents obtained by the Task Force under the California Open Records Act,
the discount policy was changed in late April 1997 with the issuance of a single memo written by
DGS official Mariel D. Edgeton, Manager of Disputes Resolution and Training. (attachment 1)

“Management,” Edgeton's memo announced, “has recently reconsidered the policy of using
cash discounts to determine the bid price for evaluation and selection of the lowest bidder.  Because
the state may not be able to take advantage of discounts offered when payment occurs beyond the
time for the discount, it is inappropriate to select the bidder by using the discount to adjust the bid
price.”  Her memo noted that agencies would still be free to accept discounts if the successful bidder
offered them later and encouraged agencies to do so.

The import of this subtle policy change was that the state was no longer assuming agencies
would be promptly paying their bills, and it was eliminating any built-in penalties for late payments.
Henceforth, obtaining a discount and saving tax dollars would become an agency-to-agency option.

Edgeton's April 28, 1997 memo announced that the new policy would take effect in three
days.

Apparently, the policy change produced such a storm of internal controversy that Edgeton
was forced to write another memo on May 7, 1997, rescinding the policy “effective immediately,” so
that DGS management could conduct “further deliberations.” (attachment 2)

DGS procurement official James Knibbe, who was involved in those deliberations, claimed
not to know why such an abrupt reversal of policy had occurred, saying it was a decision made at a
higher level.

At that point, it appears, DGS began an after-the-fact effort to justify the policy decision by
conducting a brief telephone survey of other government purchasing departments. The results
showed that the change was clearly out of step with surrounding states and county governments.
Los Angeles, Orange, Santa Cruz, San Joaquin, Ventura, San Diego and Sacramento counties all
reported that they used payment discounts in figuring their bid prices, as did the states of Arizona,
Oregon, Utah and Washington. (attachment 3)

Task Force staff called four additional Western states - Nevada, Idaho, Montana and New
Mexico - and were told by purchasing officials there that prompt payment discounts were not
considered, but only because they knew their states had no hope of getting them due to antiquated
billing and payment systems.



“We're just atrocious at paying our bills on time. We're notorious,” said New Mexico's
purchasing director, Les French. French said that if his state upgrades its computer systems – as he
is attempting to do – “of course we would consider it in our bidding process.  It would be foolish
not to. You could save a ton of money.”

In early August 1997, Patricia Jones, manager of the DGS Procurement Division's Systems
Integrity Unit, expressed fears that the discount policy was being changed in a vacuum.  “I can tell
you that if we are proposing to NOT accept and evaluate such discounts, I don't believe we can
discontinue our current practice until we have published our proposed practice, and give suppliers
(and possibly others) an opportunity to voice their concerns,” Jones wrote.  “So, it would seem that,
for the time being, our current practice should continue.” (attachment 4)  Another manager, DGS
records show, “was concerned that we were dealing with regulations and not going through OAL”
(the Office of Administrative Law, which reviews proposed regulatory changes).

Nonetheless, on August 15, 1997, top DGS purchasing officials held a staff meeting to
discuss changing the discount policy.  The change was justified by citing the fact that the federal
government and several large states, such as New York, Florida and Texas, did not accept bids with
prompt pay discounts.  (A federal General Services Administration official, Patrick Connolly, told
the Task Force that the federal government had factored discounts into bid calculations until the
mid-1980s, when it discovered that some crude oil brokers were essentially playing a futures market
and reaping windfalls by taking advantage of wildly fluctuating oil prices.)

According to notes of that August meeting, procurement division Deputy Director C.F.
“Chuck” Grady decided: “Eliminate them! Need to communicate and get input before we
implement.”  A date of October 15, 1997, was set for implementation of the new policy, according
to the meeting notes. (attachment 5)

Again, DGS embarked on another attempt to justify an already-made decision, sending out a
memo (attachment 6) to a few select vendors and state agencies asking for opinions on the proposed
change.  The memo was hardly unbiased; most of it was devoted to an explanation of why it would
be a good idea to eliminate the discounts “because they are predicated on future and uncertain
actions.”  (Presumably, those “uncertain actions” concerned the prompt payment of bills.)

DGS admits that the response to the survey was “minimal.” (attachment 7)  Predictably, the
few responses it received supported eliminating the discount. Some of the reasons cited in support
of the change are illuminating.

“If a competition is close and the award is made based on the prompt payment discount, and
subsequent events (paperwork not processed on time, cash-flow problems) render the Department
unable to take advantage of the discount...the Department's integrity may become suspect,” wrote
Mary Wandschneider, chief of the business services bureau of the Department of Youth Authority.
(attachment 8)



On October 14, 1997, DGS procurement officers were notified that the Department had
changed its policy and bid solicitations began going out with a small note on the front announcing
that cash discounts would no longer be used in calculating the low bidder. (attachment 9)

THE VENDORS REVOLT

The first group of vendors to complain about the change was automobile dealers who, in late
November, were shocked to discover that a bid solicitation for 200 used subcompacts declared it
would not consider prompt payment discounts.  Representatives from Downtown Ford, Maita
Chevrolet, and Swift Chrysler Plymouth sent angry letters to Deputy Director Grady, pointing out
that the change was going to cost taxpayers considerably more money.

“We have been involved with the State of California contracts for many years and have
found that the cash discounts offered by bidders is a very fair procedure as it provides for prompt
payment in many situations.  It is a procedure to reduce cost to the state,” wrote Maita's fleet
manager, Ron Brewer. Brewer warned that by eliminating the discount “we have to anticipate
more...costs on these vehicles and will have to pass those costs onto you the purchaser.”
(attachment 10)

Dave Forbess, Downtown Ford's fleet manager, estimated that if the policy had been in
effect earlier in the year when the California Highway Patrol sought bids for 630 cruisers, “the state
would have paid $182,700 more for the same vehicles...Mr. Grady, you can play with the equations
in a multitude of ways and come up with varying amounts.  The bottom line is by allowing this new
provision, the State and her taxpayers are ultimately paying more.” (attachment 11)

Charles O. Swift, owner of Swift Chrysler Plymouth, wrote that his company had already
submitted several bids “based on the vehicles being paid in 20 days.”  If the state was now planning
to take 60 days to pay – as the new purchasing policy allowed – Swift was going to have to re-
evaluate the situation.  “It will certainly affect the price we quote to the state,” Swift wrote. “Mr.
Grady, as a bidder and businessman, I do not understand at all the reason for this change in
policy…” (attachment 12)

In addition to the car dealers, state agencies also began complaining.  As mentioned above,
Caltrans official Stevenson noted that for a $2.1 million bid solicitation his agency was seeking “the
impact of this change is significant...Five percent of $2.1 million is $105,000.”  He warned that “by
not including a prompt payment discount in the evaluation of offers, vendors who until now had
offered a prompt payment discount of 5% would not have any reason to do so.”(attachment 13)



THE DEPARTMENT BACKTRACKS

Because of the auto dealers’ pressure, a one-time exception was made for the used-car bid
and discounts were allowed. DGS sent out another memo on December 11, 1997, modifying its
October policy “in an effort to be responsive to our customer's requests.”  If an agency demanded in
writing that a prompt payment discount be included in the bid, “an exception may be made for that
transaction.” (attachment 14)

But that one-time exception did not satisfy the auto dealers, who demanded a meeting with
Grady and other DGS officials in an effort to get DGS to rescind the entire policy.  That meeting
occurred on February 20, 1998.  In interviews with Task Force staff, all of the dealers who attended
confirmed that when they pressed DGS for an explanation for the policy change, they were informed
that the Department of Corrections had been behind it.

“We were told that the reason was that there was some corruption in Corrections, some food
vendors were giving discounts that amounted to kickbacks going to Corrections officials,” Forbess
said. “I don't know if that's actually the case or not, but I do know that Corrections has always had
difficulty paying its bills on time and they always seem to lose their discount.”

Bill Kemmery, fleet manager for Lasher Dodge, said “the key reason we were given was that
because Corrections, with its expansion, was having growing pains and had run into some problems
and the agency was always paying $500 late fees. They didn't want to have to keep paying late fees
so the suggestion was made to get rid of the discounts.  To me, the simpler solution would have
been to fix whatever problems existed at Corrections -- not eliminate the discount.”

DGS claims that no notes or minutes were kept of that meeting.  When asked about the
allegations involving the Department of Corrections, the DGS official assigned to speak to the Task
Force, Patricia Jones, said, “It may be. I don't know.”

Corrections officials said they had no knowledge of any allegations of kickbacks involving
food vendors and disputed the assertion that the Department had requested DGS to change its
prompt payment policy.

The dealers said they were told their concerns would be taken under advisement at DGS but
no commitments were made. They were never formally notified of a decision but shortly afterwards,
all bid solicitations DGS sent out for vehicles had reverted back to the previous policy regarding
prompt payment discounts.  Jones confirmed that because “the automobile industry is somewhat
unique” DGS has made a blanket exception from the new policy for all vehicle purchases.

That, however, was little solace to Jim Guttridge, head of national fleet sales for Navistar
International Transportation Corp., a manufacturer of heavy trucks. Guttridge said a bid he
submitted in November for a half-dozen four-wheel drive plow trucks for Caltrans was rejected
because he had included a prompt payment discount in his proposal.  The value of the contract,
Guttridge said, was approximately $750,000.  Guttridge said he appealed the rejection on the
grounds that the policy change wasn't formally announced, but said his appeal was rejected “because



they had one sentence on the front of the solicitation...they’ve been accepting discounts for 20 some
years and they changed the policy overnight and didn't tell anyone.  In my opinion, they hid it.”

ADDITIONAL EXCEPTIONS MADE

In early January, Kevin Rockwood, the assistant director of Pharmacy at Napa State
Hospital noticed the change when bids were solicited for the state's new Prime Vendor Contract for
pharmaceuticals -- a contract worth an estimated $165 million a year.  Rockwood fired off a letter to
DGS, arguing that the change would be a major setback to the state.

“As you are well aware, the State of California has had problems getting vendors to bid on
the prime vendor contract because of our notoriously bad reputation for not paying our bills on
time,” Rockwood wrote. “The primary incentive in improving our reputation for prompt payment
was the cash discount you negotiated in the last prime vendor contract.”  Rockwood noted that the
discount provision had proven to accounting departments “how much money can be saved and most
take full advantage of this.  It would be a shame to lose these hard earned gains and ultimately end
up paying more...” (attachment 15)

Dr. Nadim Khoury, assistant deputy director of the Department of Corrections' Health Care
Services Division, also objected, writing that “this could adversely impact potential savings for the
Department of Corrections and other agencies utilizing the Prime Vendor Contract for ordering
drugs.”  Khoury estimated the change could cost Corrections alone $250,000 a year. (attachment
16)

DGS official Jones said the contract terms were changed after the complaints to permit the
use of a discount.



CONCLUSIONS AND RECOMMENDATIONS

It is obvious from the foregoing that both vendors and agencies believe the old policy of
using prompt payment discounts to evaluate bids was saving the state money and improving its
reputation and performance for paying its bills on time.  It is equally obvious that if the discounts are
no longer considered, wary vendors will raise their bid prices accordingly to guard against lengthy
delays in payment and taxpayers will end up paying higher prices for goods and services. Under the
current policy, the inescapable conclusion is that saving tax dollars has been turned into an option
for state agencies, and that there is no longer any real incentive for slow-paying agencies to improve
turnaround time since the agency will have already agreed to pay the higher, non-discounted price.

Therefore, the Task Force recommends:

1. That the Department of General Services immediately rescind its current policy which allows the
use of prompt payment discounts to be an agency-by-agency option.

 
2. That the Legislature require state agencies to report to either the Department of Finance or the

Department of General Services on an annual basis all late payment penalties incurred by the
agency during the previous 12 months due to a failure to take advantage of a prompt payment
discount. Further, that all reports be forwarded to the appropriate budget subcommittees of the
Legislature for review and that the budget committees consider automatically reducing the
agency’s annual budget request by a like amount.

 
3. That the State Auditor or Joint Legislative Audit Committee conduct a survey to determine

which state agencies are incapable of paying vendors in time to take advantage of prompt
payment discounts.



ATTACHMENTS

1. 4-28-97 memo from M. Edgeton.

2. 5-7-97 memo from M. Edgeton.

3. Results of DGS cash discount survey (3 pages).

4. E-mail from P. Jones to J. Gibson, 8-8-97.

5. Notes of DGS management meeting, 8-15-97.

6. DGS policy announcement, 8-97.

7. Open Records Act response from DGS to Task Force, 4-28-98.

8. Memo from M. Wandschneider 9-23-97.

9. DGS policy announcement, 10-97.

10. Letter to C.F. Grady from R. Brewer, 12-9-97.

11. Letter to C.F. Grady from D. Forbess, 12-5-97 (2 pages).

12. Letter to C.F. Grady from C. Swift, 12-11-97 (2 pages).

13. E-mail from M. Stevenson to T. Lee, 11-5-97 (2 pages).

14. DGS policy announcement, 12-11-97.

15. Letter from K. Rockwood to R. La Sala, 1-6-98.

16. Memo from N. Khoury to R. La Sala, 1-7-98.














































